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FINANCIAL AUDITS

Financial audits are conducted by the Legislative Audit Division to determine if the financial statements
included in this report are presented fairly and the agency has complied with laws and regulations having
a direct and material effect on the financial statements. In performing the audit work, the audit staff uses
standards set forth by the American Institute of Certified Public Accountants and the United States
Government Accountability Office. Financial audit staff members hold degrees with an emphasis in
accounting. Most staff members hold Certified Public Accountant (CPA) certificates.

Government Auditing Standards, the Single Audit Act Amendments of 1996 and OMB Circular A-133
require the auditor to issue certain financial, internal control, and compliance reports. This individual
agency audit report is not intended to comply with these requirements and is therefore not intended for
distribution to federal grantor agencies. The Legislative Audit Division issues a statewide biennial Single
Audit Report which complies with the above reporting requirements. The Single Audit Report for the
two fiscal years ended June 30, 2005, will be issued by March 31, 2006. The Single Audit Report for the
two fiscal years ended June 30, 2003, was issued on March 23, 2004. Copies of the Single Audit Report
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October 2005

The Legislative Audit Committee
of the Montana State Legislature:

This is our report on the Financial audit of the Montana State Fund, a component unit of the State of Montana,
for the fiscal year ended June 30, 2005. The objectives of this audit include determining if the financial
statements for fiscal year 2004-05, with comparative financial amounts for fiscal year 2003-04, present fairly
the Montana State Fund's financial position at June 30 for each fiscal year and the results of its operations for
the fiscal years then ended. We also tested compliance with laws that have a direct and material effect on the
financial statements.

We made no recommendations to Montana State Fund in the current or prior audit report. On page A-1, you
will find the Independent Auditor's Report followed by the Management’s Discussion and Analysis, the
financial statements and accompanying notes. The Management’s Discussion and Analysis is supplementary
information required by the Governmental Accounting Standards Board. As disclosed in the Independent
Auditor’s Report, we did not audit the information and express no opinion on it. We issued an unqualified
opinion on the financial statements, which means the reader can rely on the information presented.

Montana State Fund is a workers' compensation insurance company established by the state of Montana. It is
a nonprofit, quasi-public entity that provides Montana employers with an option for workers' compensation
and occupational disease insurance. Montana State Fund is governed by a seven-member board of directors
appointed by the governor. State law separates funding sources for claims incurred before July 1, 1990 (Old
Fund) and those incurred on or after July 1, 1990 (New Fund).

Montana State Fund management must set premium rates at amounts sufficient, when invested, to carry the
estimated cost of all claims to maturity, to meet the reasonable expenses of conducting the business of the
New Fund, and to maintain an excess of surplus over the amount produced by the National Association of
Insurance Commissioners' risk-based capital requirements for a casualty insurer. The Old Fund costs are
currently funded by investment earnings. The investments of the Montana State Fund are managed by the
Montana Board of Investments and invested according to policies established in law.

Montana State Fund’s response to our audit is on page B-1. We thank the Montana State Fund
staff for their cooperation and assistance during the audit.

Respectfully submitted,

/s/ Scott A. Seacat

Scott A. Seacat
Legislative Auditor
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INDEPENDENT AUDITOR’S REPORT

The Legislative Audit Committee
of the Montana State Legislature:

We have audited the accompanying Statements of Net Assets, New Fund and Old Fund, of the Montana
State Fund, a component unit of the state of Montana, as of June 30, 2005 and 2004, and the related
Statements of Revenues, Expenses, and Changes in Fund Net Assets, New Fund and Old Fund, and the
Statements of Cash Flows, New Fund and Old Fund, for the fiscal years then ended. The information
contained in these financial statements is the responsibility of the Montana State Fund's management. Our
responsibility is to express an opinion on these financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable
basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of the Montana State Fund as of June 30, 2005 and 2004, and the results of its operations and its
cash flows for the fiscal years then ended in conformity with accounting principles generally accepted in the
United States of America.

The accompanying Management’s Discussion and Analysis is not a required part of the financial statements
but is supplementary information required by the Governmental Accounting Standards Board. We have
applied certain limited procedures, which consisted principally of inquiries of management regarding the
methods of measurement and presentation of the required supplementary information. However, we did not
audit the information and express no opinion on it.

Respectfully submitted,

/s/ James Gillett

James Gillett, CPA
October 5, 2005 Deputy Legislative Auditor
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Montana State Fund’s
Management Discussion and Analysis,

Financial Statements and Notes



Montana State Fund 
(A Component Unit of the State of'Montana) 

Management Discussion and Analysis 
June 30,2005 and 2004 

Description of Business 

The Montana State Fund (MSF) is a nonprofit, quasi-public entity established under Title 39, 
Chapter 71 of the Montana Code Annotated (MCA). MSF provides Montana employers with an 
option for workers' compensation and occupational disease insurance and guarantees available 
coverage for all employers in Montana. MSF is governed by a seven member Board of Directors 
appointed by the Governor. MSF is attached to the State of Montana, Department of 
Administration for administrative purposes only. 

During the 1990 Montana Special Legislative Session, legislation passed establishing separate 
fimding and accounts for claims of injuries resulting from accidents occurring before July 1, 
1990, referred to as the Old Fund, and claims occumng on or after July 1, 1990, referred to as 
MSF. Hereafter, any reference to MSF refers to the New Fund or those claims occurring after 
July 1, 1990. 

MSF functions as an autonomous insurance entity supported solely from its own revenues. All 
assets, debts, and obligations of MSF are separate and distinct from assets, debts, and obligations 
of the State of Montana. No State general fund money is used for MSF operations. If MSF is 
dissolved by an act of law, the money held by MSF is subject to the disposition provided by the 
legislature enacting the dissolution with due regard given to obligations incurred and existing 
(Section 39-71-2322, MCA). MSF administers and manages the claims remaining in the Old 
Fund for the State of Montana and is the administering entity for recording the financial activity 
related to receipt and disbursement of funds held in the Old Fund. 

MSF financial statements are presented as a component unit in the State of Montana 
Comprehensive Annual Financial Report. MSF uses the accrual basis of accounting, as defined 
by generally accepted accounting principles, for its workers' compensation insurance operations. 
Under the accrual basis, MSF records revenues in the accounting period earned, if measurable, 
and records expenses in the period incurred, if measurable. 

Financial Position - MSF 

MSF's financial position strengthened from fiscal year 2004 to 2005. Total net assets increased 
from $142.8M (million) in 2004 to $168.7M in 2005, an increase of 18.1%. Estimated claims 
payable increased $59.5M from 2004 to 2005, an increase of 13.1%. The estimated claims 
payable increase included reserve strengthening of $15.2M on prior year losses. Benefit 
payments increased 14.6% from 2004 to 2005 while operating expenses for 2005 increased 3.1% 
over operating expenses in 2004. Premium grew by 35.9% from 2004 to 2005. Total net earned 

- - - - -  
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premium in 2005 is $189.4M, up fiom $139.4M in 2004. The following discussion will explain 
the reasons for these changes and provide additional background to MSF's financial position. 

Assets 

At June 30,2005, total invested assets (cash (and cash equivalents, long term fixed securities, and 
equities) are S688.2M. This is an increase of $85.4M or 14.2% of the invested assets held at 
June 30, 2004. In 2005, the book value of equity securities remained at S68.4M from 2004. In 
2005, the equity securities' carrying value, which includes an $8.3M uilrealized gain, is $76.7M, 
or 11.2% of MSF's total cash and investments. In 2004, the equity securities' cairying value, 
which includes a $3.7M ulu-ealized gain, was $72.1M which was 12.0% of MSF's total cash and 
investments. Total bonds in 2005 have increased to $579.3M up fiom $509.9M in 2004. This 
results in a bond to total cash and investment ratio of 84.2% in 2005 compared to 84.6% in 2004. 
Cash and cash equivalents are classified as cuirent assets and increased from S20.7M in 2004 to 
$32.2M in 2005. The increase of Sl1.5M is maiilly attributable to an increase in MSF's portion 
of the short-tcmm in\~estnlent pool (STIP). In 2005, our S T P  balance is $29.5M coinpared to 
$18.2M in 2004. 

Under the provisions of the state constitution, MSF's illvested assets are managed by the 
Moiltaila Board of [nvestn~ents (BOI). Tlle BOI has, by a Securities Leilding Autl~onzation 
Agreement. authorized the custodial bank to leilcl MSF's securities to broker-dealers and other 
entities with a simultaneous agreement to return1 the collateral for the saine securities in the 
future. State Street Bank was appointed the B017s custodial bank on December 1, 1993. During 
the period the securities are on loan, BOI receives a fee and the bank must initially receive 
collateral equal do- 102% of the inarket value of the securities on loan and must maintain 
collateral equal to but not less than 100% of the inarket value of the loaned security. BOI retains 
all lights of ownersl~ip duiing the loan period. T11e total cash collateral held at the end of fiscal 
year 2005 is $101.9M coinpared to S141 .OM in 2004, all of which is classified as a short-tern1 
asset with at1 offsetting short-tell1 liability. 

Net premiums receivable, at $4.6M in 2005, decreased from prior year's net premiums 
receivable of $5.2M. Net receivables are expected to be collectible with.in one year. Other 
receivables for fi.sca1 year 2005 consist of interest receivables of $8.2M and notes receivable of 
$146K (thousai~d) ofwllich $36K is long teim. Other receivables for fiscal year 2004 consist of 
interest receivables of $7.5M and notes receivable of $142K, of \vhicl1$37K is long term. 

Equipment decreased S147K fiom fiscal year 2004 wit11 fiscal year 2005 acquisitions of $337K 
offset by retirements of $484K. Acquisitions and retirements consisted priinarily of information 
technology equipment. This compares to fiscal year 2004 acquisitions of $523K offset by 
retirements of $357K. Accuinulated depreciation increased $50K from year to year due to fiscal 
year 2005 depreciation expense of $455K and allocated depreciation expense of $32K to Old 
Fund offset by the related accuinulated depreciation associated with retirements of S437K. 
Depreciation expense in fiscal year 2004 totaled $521 K with the Old Fund allocation of $87K 
offset by the related accuinulated depreciatioil associated with retirements of $525K. 

- 
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111 fiscal year 2005, intangible assets increased to $3,7M from S1.1M in 2004. Fiscal year 2005 
acquisitions are $3.1M offset by amoi-tization expense of S407K and allocated anoi-tization 
expense of $166K to Old Fund. Included as intangible acquisitions are S2.7M spent on Montana 
State Fund's new Claim Center which will not be put into production until FY 2006. Fiscal year 
2004 acquisitions were S503K offset by amortization expense of $1.1M and allocated 
anloitization of $90K to Old Fund. 

Other assets increased to $S.4M in 2005 froin $2.OM in 2004. Other assets are comprised of 
prepaid expenses, other advances, property held in trust and deferred acquisition costs. The 
increase of S6.4M is due primarily to the recording of an asset, property held in trust, of the 
funds withheld an~ount required by MSF's Aggregate Stop Loss Treaty. The h d s  withheld will 
be repaid to Montana State Fund upon commutation of the Aggregate Stop Loss Treaty. 

Liabilities 

Tillinghast-Towers Perrin, an independent actuarial fii-nl, prepares an actuarial study used to 
estiinate liabilities and the ultimate cost of settling claims reported but not settled and claims 
incurred but not reported (IBNR) for MSF as of June 30, 2005 and June 30, 2004. Tillinghast- 
Towers Perrin provides a range of potential costs associated with reported claims, the Future 
dcvelopme~lt of those claims and [BNR. MSF managenlent has selected the bcst estimate within 
that range as the estimated clainls payable, consisting of unpaid claims and claim adjustn~ent 
expenses, for fiscal years 2005 and 2004. The estimated claims payable is presented 
undiscounted, net of estimated reinsurance recoverable, at $5 1 1.6M and $452. lM, as of June 30, 
2005 and June 30,2004, respectively. 

The estimated claims payable increased $59.5M from 2004 to 2005 primarily due to reserve 
strengthening of $15.2M on prior year claims. The estimated claims payable also includes 
$4.6M for contingencies due to recent court decisions. MSF currently has no knowledge of any 
significant environmental or asbestos claims that would contribute to this estimate. The current 
portion of the estimated claims payable, or the portion of the payable expected to be paid within 
the next twelve months are $110.9M and $99.7M for fiscal years 2005 and 2004 respectively. 
The balance of the estimated claims payable, classified as long-term, are $400.7M for fiscal year 
2005 and $352.4M for fiscal year 2004. 

Property held in trust increased to $13.1M in 2005, up from $8.5M in 2004 due to the funds 
withheld account requirement of MSF's aggregate stop loss reinsurance treaty. The three-year 
treaty, effective July 1,2002, includes a provision for MSF to maintain a funds withheld account 
which totaled $8.8M for fiscal year 2005. In fiscal year 2004 the funds withheld account totaled 
$5.2M. The funds withheld account is accruing interest at 6.5% for both fiscal years 2005 and 
2004. 

Deferred revenue decreased to $4.9M in 2005 fioin %.OM in 2004 due to a larger percentage of 
the policy billings being earned during the fiscal period. The entire balance is classified as short- 
term since the billings are for one year or less. 
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As discussed above in the Assets section, the BOI has a Securities Lending Authorization 
Agreement to lend MSF's securities to broker-dealers and other entities with a simultaileous 
agreement to return the collateral for the same securities in the fi~ture. The totaI collateral owed 
at the end of fiscal year 2005 is $101.9M compared to $141 . lM in 2004, all of whch is 
classified as a short-term liability with an offsetting short-teim asset. 

Other MSF payables consist of accounts payable and compensated absences. Accounts payable 
experienced the greatest change from prior year and increased to $13.7M at June 30, 2005, up 
fiom $8.2M at June 30, 2004. The majority of this increase is attributable to an investment 
purchased in 2005 by the Board Of Investments that was not settled until fiscal year 2006. 

Net Assets 

During fiscal year 2005, net assets increased froin $142,8M in 2004 to $168.7M in 2005 due to a 
net incoine of $25.9M. Nct assets are reported as net of related debt. 

Results of Operations - MSF 

Net Premiums Earned 

Net premiums eanled in fiscal year 2005 totaled S189.4M, up from $139.4M in 2004, a 35.9% 
increase. The increase is driven by a significant number of new policies and increased pricing on 
renewing policies. MSF writes other states coverage for Montana state-domiciled insured's that 
have locations in states other than Montana. Other states coverage assumed premium for fiscal 
years 2005 and 2004 is $2.7M and $2.OM respectively. 

Investment Income 

[nvestment income for fiscal year 2005 was $35.9M as compared to $15.OM for fiscal year 2004. 
The $20.9M increase in investment income is \\711011y attributable to the change in unrealized 
gains and losses on invested assets. In fiscal year 2005, unrealized gains on invested assets are 
$h.8M including unrealized gains on equities of $4.6M and unrealized gains on fixed illcome 
securities of $2.2M. In fiscal year 2004, MSF had unrealized losses on invested assets of 
($11.6M), that included unrealized losses on fixed security investments of ($24.4M) and 
uiu-ealized gains on equity holdings of S12.8M. Net investineilt eanliilgs on all other illvestment 
activity including interest earnings, realized gains or losses on sales of investmei~ts and net 
securities lending activity for fiscal year 2005 was $30.2M as coinpared to $27.8M in fiscal year 
2004. This $2.4M increase can be attributed to the increased investment in fixed income 
securities in fiscal year 2005 of $579.3M compared to S509.9M in 2004. 

Net realized gains decreased to $l . lM in 2005. down fiorn $1.8M in 2004 primarily due to 
decreased sales of bonds during fiscal year 2005. In 2005, bond sales were $91.9M compared to 
$97.2M in 2004. Net realized losses decreased to S77K in 2005. down fioin $742K in 2004. 
Securities lending income increased to $2.4M in 2005 froin $939K in 2004. The associated 
expense also increased to $2.3M in 2005 from $846I< in 2004. 
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Operating Expenses 

Claim benefits to injured employees in 2005 are $159.6M on an incurred basis compared to 
$139.2M in 2004, an increase of $20.4M. The increase is driven primarily by the change in the 
estimated claims liability. In 2005, the estimated claims liability increased by $59.5M compared 
to $38.7M in 2004 and is discussed in more detail in the Liabilities section above. Medical and 
indemnity costs remained constant in 2005 with the amclunts incurred in 2004. Medical 
payments decreased 2.9% while indemnity payments increased 2.6%. 

Personal services increased from $15.4M in 2004 to $17.2M in 2005, an 11.6% increase. 
Commission expense decreased by $133K in 2005 due to commissions earned under MSF's 
Aggregate Stop Loss Reinsurance Treaty. Contracted services increased $72K in fiscal year 
2005 due primarily to higher consulting and professional services and audit fees. Supplies and 
materials increased by $122K in fiscal year 2005 due to greater purchases of minor equipment 
and software. 

Depreciation expense for fiscal year 2005 decreased $65K from fiscal year 2004 and 
amortization expense for fiscal year 2005 decreased $737K from fiscal year 2004. 

Other operating expenses decreased by $559K in 2005. The decrease is due to reductions in bad 
debt expense and deferred acquisition cost amortization for 2005. Other'operating expenses for 
2005 also include finds withheld interest of $547K. 

Other Non-operating Revenue and Expenses 

Other transactions impacting net assets include dividends paid to policyholders, wliich totaled 
$5.OM in 2005 and $1.9M in 2004. Dividends are paid based upon the ~*ecornmei~dation of 
management and the s~~bsequent approval of the Board of Directors. Dividend amounts are 
detennined based 011 analytical results of the current state of MSF. MSF's results as of 12/31/04 
had irnproved in conlparison to 12/3 1/03 which resulted in the recornmendation and approval of 
a higher dividend paid in tlis fiscal year. 

Change in Net Assets 

Results of operations for fiscal year 2005 showed a decrease in operating loss of $28.5M 
resulting from an operating loss of ($6.2M) compared to an operating loss for fiscal year 2004 of 
($34.7M). At the same time non-operating revenue for fiscal year 2005 was $32.1M compared 
to non-operating revenue of $14.4M for fiscal year 2004 resulting in an increase of non- 
operating revenue of $17.7M. The change in net assets for fiscal 2005, results of operations plus 
non-operating revenue, is an increase of $25.9M. The change in net assets for fiscal year 2004 is 
a decrease of ($20.3M). The fiscal year 2005 change in net assets increased from fiscal year 
2004 by $46.2M. 



Financial Position - Old Fund 

The Old Fund's deficit position weakened by ($8.2M) in fiscal year 2005 compared to fiscal year 
2004 and is now at $(15.6M). The Old Fund's deficit grew in large part to the increase in the 
ultimate loss selection of $5.6M over fiscal year 2004 determined by the consulting actuary. In 
addition to this, the discount rate applied to the remaining Old Fund reserves was decreased to 
5.0% from 5.25% resulting in $949K of additional reserves. Additional reserves of $800K were 
also added for known court contingencies. 

Assets 

Old Fund's investment portfolio consists of long-term bonds, which decreased to $51.4M in 
fiscal year 2005 from $69.2M in fiscal year 2004. The bond to total cash and investment ratio 
for 2005 is 80.8% compared to 94.4% for 2004. As resen7e levels decrease and funds are 
transferred out of Old Fund, monies to be invested decrease. For further explat~ation, see the 
estimated claims payable and transfer discussions below in the Liabilities and Other 
Nonopel-uting Revelzrre and Expertses sections. 

Interest receivable for the year ended June 30,2005 is $653K compared to $1 .OM for year ended 
June 30, 2004. Net accounts receivable consists of medical overpaynletlts and retnaining 
receivables from the Old Fund Liability Tax. Net accounts receivable due from extenlal sources 
for 2005 is S5 lK, down from $64K in 2004. 

Old Fund is also a part of the BO17s Securities Lending Authorization Agreement and therefore 
has securities lending collateral. The total cash collateral owed at the end of fiscal year 2005 is 
$17.8M compared to $13.2M in 2004, all of which is classified as a short-tenn liability with an 
offsetting short-tell asset. 

Liabilities 

An actuarial study prepared by Tillinghast-Towers Perrin for the Old Fund as of June 30, 
2005 and June 30, 2004, is used to estimate liabilities and the ultimate cost of settling claims 
that have been reported, but not settled, and claims that have been incurred, but not reported 
(IBNR). Tillinghast-Towers Perrin provides a range of potential costs associated with 
reported claims, the future development of those claims and IBNR. Tillinghast also 
provides an estimate of these liabilities at present value to reflect investment earnings of the 
assets invested to pay claims. MSF management has selected the best estimate within that 
range as the estimated claims payable, consisting of unpaid claims and claim adjustment 
expenses, for fiscal years 2005 and 2004. As of June 30,2005, the undiscounted estimated 
claims payable is $104.9M and is presented at net present value of $79.1M discounted at 
5.0%. As of June 30, 2004, the undiscounted estimated claims payable is $108.5M and is 
presented at net present value of $80.8M discounted at 5.25%. Claim benefit payments 
decreased to $8.7M in 2005 compared to $1 1.6M in 2004. 
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Reserve levels will continue to decrease with time, since Old Fund has no new claims but 
continues to pay on already-existing claims. As reserve levels decrease, so will the need to fund 
those levels resulting in decreasing investment needs over time. This trend is evident with the 
lower 2005 estimated claims payable and investment balances when compared to 2004. The 
short-term portions of the estimated claims payable are $10.3M and $14.4M for fiscal years 2005 
and 2004, respectively. The long-term portions of the payable are $68.8M and $66.4M for fiscal 
years 2005 and 2004, respectively. 

Net Assets 

During fiscal year 2005, total net assets decreased from $(7.4M) in 2004 to $(15.6M) in 2005 
due to a net loss of ($8.2M). The negative net asset balance is the direct result of the transfers 
made from the Old Fund to the General Fund mandated by HB363, see the discussion under the 
Other Non-operating Revenue and Expenses in the Results of Operations - Old Fund section. 
The net assets also include an unrealized loss of ($1.2M) for fiscal year 2005 compared to an 
unrealized loss of (S3.8M) for fiscal year 2004. This does not indicate that the Old Fund does 
not have adequate financial resources to satisfy current claims obligations. Applying the current 
actuarially estimated payout pattern of the Old Fund there is sufficient invested assets to meet its 
obligations until the year 2014. At that time current law would require the General Fund to 
satisfy all outstanding claims when the Old Fund has liquidated all financial resources and 
cannot meet its obligations. Net assets are restricted by the estimated amount of the next fiscal 
year's transfer to the State of Montana, General Fund. There was no amount to transfer to the 
State of Montana, General Fund for both 2005 and 2004. 

Results of Operations - Old Fund 

Investment-Related Revenue 

In fiscal year 2005, there was illvestment income of $2.OM compared to an inveshnent loss of 
($105K) in fiscal year 2004. The increase of S2.1M is mainly due to a lower unrealized loss of 
($1.2M) in 2005 when compared to an unrealized loss of ($3.8M) in 2004. 

Other Non-operating Revenue and Expenses 

House Bill Nuinher 363 (HI3 363) was enacted by the 2003 Montana Legislature and changed 
the existing law regulating the Old Fund transfer of surplus. HB 363 removed the 10% 
contingency resenre requirement for the Old Fund and transfers the excess available filnds from 
Old Fund to the State of Montana General Fund. In fiscal year 2005, there were no excess 
funds, therefore $0 was transferred from Old Fund to the State of Montana, General Fund. In 
fiscal year 2004, the amount transferred from Old Fund to the State of Monta~a, General.Fund 
was $8 16K. 

Operating Expenses 

- - - - -  --- 
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State law (Section 39-71-2352, MCA) requires MSF to separately determine and account for 
adnlinistrative expenses and benefit paynlents for claims for injuries resulting from accidents 
occurring before July 1, 1990 (Old Fwd) from tliose occui~ing on or after July 1, 1990 (MSF). 
The law also limits a.nnual adininistrative costs of claims associated with the Old Fund to 
$1.25M for both fiscal years 2005 and 2004. MSF allocated S1.25M in ad~nlllistration costs to 
the Old Fund in fiscal years 2005 and 2004. The Old Fund has an $893K obligation to MSF in 
un-recovered administrative costs incurred in fiscal years 2005 and prior. MSF intends to 
recover this amount in future years where the cost of administering the Old Fund is less than the 
statutorily permitted $1.25M. 

Change in Net Assets 

The change in net assets for fiscal year 2005 is a reduction of $8.2M compared to a decrease of 
$13.6M in fiscal year 2004. The primary reason for this decrease is the continuing development 
on remaining loss reserves increasing the estimated amount remaining to be paid on outstanding 
claims. The decreases in net assets have left a deficit in the net assets account of ($15.6M). 

- - -- 
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MONTANA STATE FUND - NEW FUND 
STATEMENT OF NET ASSETS 

Montana State Fund is a component unit of the State of Montana 

ASSETS 
Current Assets 

Cash and cash equivalents 
Receivables, net 
Due from primary government 
Due from component units 
Securities lending collateral 
Other assets 

Total Current Assets 

Noncurrent Assets 
l nvestments 
Notes and loans receivable 
Equipment 
Accumulated depreciation 
Intangible assets 

Total Noncurrent Assets 

Total Assets 

LIABILITIES 
Current Liabilities 

Accounts payable 
Due to primary government 
Due to component units 
Estimated claims payable 
Compensated absences 
Lease payable 
Securities lending liability 
Deferred revenue 
Property held in trust 

Total Current Liabilities 

Noncurrent Liabilities 
Estimated claims payable 
Compensated absences 
Lease payable 

Total Noncurrent Liabilities 

Total Liabilities 

NET ASSETS 
Invested in capital assets, net of related debt 
Unrestricted 

Total Net Assets 

Total Liabilities and Net Assets 

The notes to the financial statements are an integral 'part of this statement. - - - 
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MONTANA STATE FUND - NEW FUND 
STATEMENT OF REVENUES, EXPENSES, and CHANGES IN FUND NET ASSETS 

Montana State Fund is a component unit of the State of Montana 

YEARS ENDED JUNE 30, 

Net premiums earned 189,378,858 139,360,612 

Operating Expenses 
Benefits and claims 
Personal services 
Contractual services 
Supplies and materials 
Depreciation 
Amortization 
Rent and utilities 
Communications 
Travel 
Repair and maintenance 
Interest expense 
Other operating expenses 

Total Operating Expenses 195,537,279 174,066,388 

Operating Loss (6,158,421) (34,705,776) 

Nonoperating Revenue (Expenses) 
Investment income 
Gains on investments 
Securities lending income 
Losses on investments 
Securities lending expense 
Royalties 
Penalties and interest 
Payment from Old Fund 
Payment to State of Montana 
Loss on retirement of assets 
Dividend expense 
Other income 

Total Nonoperating Revenue ( ~ x ~ e n s e )  32,060,844 14,384,139 

Change in Net Assets 
Total Net Assets - Beginning 
Total Net Assets - Ending 

The notes to the financial statements are an integral part of this statement. 



MONTANA STATE FUND - NEW FUND 
STATEMENT OF CASH FLOWS 

Montana State Fund is a component unit of the State of Montana 

YEARS ENDED JUNE 30, 2005 

CASH FLOWS FROM OPERATING ACTIVITIES 
Receipts for premiums 
Payments to suppliers for goods and services 
Payments to employees 
Cash payments for claims 
Other operating receipts 
Other operating payments 

Net Cash Provided by (Used for) Operating Activities 52,694,226 

CASH FLOWS FROM NONCAPITAL FINANCIAL ACTIVITIES 
Payment of Dividends to Policyholders 
Payment to State of Montana 

Net Cash Provided by (Used for) Noncapital Financing Activities (5,004,416) 

CASH FLOWS FROM CAPITAL AND RELATED FINANCING ACTIVITIES 

Acquisition of fixed assets 
Proceeds from sale of fixed assets 

Net Cash Used for Capital and Related Financing Activities 

CASH FLOWS FROM INVESTING ACTIVITIES 
Purchase of investments 
Proceeds from sales or maturities of investments 
Proceeds from securities lending transactions 
Payments of security lending costs 
Interest and dividends on investments 

Net Cash Provided by (Used For) Investing Activities 

NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS 

CASH AND CASH EQUIVALENTS -JULY 1 

CASH AND CASH EQUIVALENTS -JUNE 30 

The notes to the financial statements are an integral part of this statement. 
- 
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YEARS ENDED JUNE 30, 

MONTANA STATE FUND - NEW FUND 
STATEMENT OF CASH FLOWS 

Montana State Fund is a component unit of the State of Montana 

RECONCILIATION OF CHANGE IN NET ASSETS TO 
NET CASH PROVIDED BY (USED FOR) OPERATING ACTIVITIES 

Change in Net Assets 

Adjustments to  Reconcile Change in  Net Assets to  Net 
Cash Provided by (Used for) Operating Activities 

Depreciation 
Amortization 
Interest expense 
Security lending costs 
Security lending income 
Interest on investment 
Payments of Dividends to Policyholders 
Payment to State of Montana 
Decrease (increase) in 

Accounts receivable 
Due from component units 
Notes receivable 
Other assets 

Increase (decrease) in 
Accounts payable 
Due to primary government 
Deferred revenue 
Property held in trust 
Estimated claims 
Lease payable 
Compensated absences 

Total adjustments 

Net Cash Provided by (Used for) Operating Activities 

------ 
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The notes to the financial statements are an integral part of this statement. 



MONTANA STATE FUND - OLD FUND 
STATEMENT OF NET ASSETS 

Montana State Fund is a component unit of the State of Montana 

JUNE 30, 

ASSETS 
Current Assets 

Cash and cash equivalents 
Receivables, net 
Due from component units 
Securities lending collateral 

Total Current Assets 

Noncurrent Assets 
l nvestments 

Total Assets 

LIABILITIES 
Current Liabilities 

Accounts payable 
Due to primary government 
Due to component units 
Estimated claims payable 
Compensated absences 
Deferred revenue 
Securities lending liability 

Total Current Liabilities 

Noncurrent Liabilities 
Estimated claims payable 
Compensated absences 

Total Noncurrent Liabilities 

Total Liabilities 

NET ASSETS 
Restricted 
Unrestricted 

Total Net Assets 

Total Liabilities and Net Assets 

The notes to the financial statements are an integral part of this statement. 



MONTANA STATE FUND - OLD FUND 
STATEMENT OF REVENUES, EXPENSES, and CHANGES IN FUND NET ASSETS 

Montana State Fund is a component unit of the State of Montana 

YEARS ENDED JUNE 30, 

Operating Expenses 
Benefits and claims 
Personal services 
Contractual services 
Depreciation 
Amortization 
Other operating expenses 

Total Operating Expenses 

Operating Loss 

Nonoperating Revenue (Expenses) 
Investment income 
Gains on investments 
Securities lending income 
Losses on investments 
Securities lending expense 
Payment to State of Montana 
Payment to New Fund 
Liability tax revenue 

Total Nonoperating Revenue (Expenses) 

Change in Net Assets 
Total Net Assets - Beginning 
Prior Period Adjustment 
Total Net Assets - Ending 
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The notes to the financial statements are an integral part of this statement. 



MONTANA STATE FUND - OLD FUND 
STATEMENT OF CASH FLOWS 

Montana State Fund is a component unit of the State of Montana 

YEARS ENDED JUNE 30. 

CASH FLOWS FROM OPERATING ACTIVITIES 
Payments to suppliers for goods and services 
Payments to employees 
Cash payments for claims 
Collection of payroll taxes 

Net Cash Used for Operating Activities 

CASH FLOWS FROM NONCAPITAL FINANCIAL ACTIVITIES 
Payment to State of Montana 
Payment to New Fund 

Net Cash Used for Noncapital Financing Activities 

CASH FLOWS FROM INVESTING ACTIVITIES 
Purchase of investments 
Proceeds from sales or maturities of investments 
Proceeds from securities lending transactions 
Payments of security lending costs 
Interest and dividends on investments 

Net Cash Provided by Investing Activities 

NET DECREASE IN CASH AND CASH EQUIVALENTS 

CASH AND CASH EQUIVALENTS -JULY 1 

CASH AND CASH EQUIVALENTS -JUNE 30 

The notes to the financial statements are an integral part of this statement. 
pp 

Page A-17 



YEARS ENDED JUNE 30, 

MONTANA STATE FUND - OLD FUND 
STATEMENT OF CASH FLOWS 

Montana State Fund is a component unit of the State of Montana 

RECONCILIATION OF CHANGE IN NET ASSETS TO 
NET CASH USED FOR OPERATING ACTIVITIES 

Change in Net Assets (8,138,444) 

Adjustments to Reconcile Change in Net Assets to Net 
Cash Used for Operating Activities 

Security lending costs 
Security lending income 
Interest on investment 
Payment to State of Montana 
Payment to New Fund 
Prior period adjustment for payroll taxes 
Decrease (increase) in 

Accounts receivable 
Due from primary government 

Increase (decrease) in 
Accounts payable 
Due to component units 
Deferred revenue 
Estimated claims 

Total adjustments 

Net Cash Used for Operating Activities 
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Montana State Fund 
(A Component Unit of the State of Montana) 

Notes to Financial Statements 
June 30,2005 and 2004 

1. Summary of Significant Accounting Policies 

Description of Business 

The Montana State Fund (MSF) is a nonprofit, quasi-public entity established under Title 39, chapter 
71 of the Montana Code Annotated (MCA). MSF provides Montana employers with an option for 
workers' compensation and occupational disease insurance and guarantees available coverage for all 
employers in Montana. MSF is governed by a seven member Board of Directors appointed by the 
Governor. MSF is attached to the State of Montana, Department of Administration for 
administrative purposes only. 

During the 1990 Montana Special Legislative Session, legislation passed establishing separate 
funding and accounts for claims of injuries resulting from accidents occurring before July 1, 1990, 
referred to as the Old Fund, and claims occurring on or after July 1, 1990, referred to as MSF. 
Hereafter, any reference to MSF refers to the New Fund or those claims occurring after July 1,1990. 

MSF functions as an autonomous insurance entity supported solely from its own revenues. All 
assets, debts, and obligations of MSF are separate and distinct from assets, debts, and obligations of 
the State of Montana. If MSF is dissolved by an act of law, the money in MSF is subject to the 
disposition provided by the legislature enacting the dissolution with due regard given to obligations 
incurred and existing (Section 39-71-2322, MCA). MSF administers and manages the claims 
remaining in the Old Fund for the State of Montana and is the administering entity for recording the 
financial activity related to receipt and disbursement of an Old Fund Liability Tax (see Note 4). No 
State general fund money is used for MSF operations. 

MSF financial statements are presented as a component unit in the State of Montana Comprehensive 
Annual Financial Report. The fiscal year 2005 and 2004 financial statements are presented in 
conformance with Governmental Accounting Standards Board Statement 34, which is a comparable 
format to the State of Montana Comprehensive Annual Financial Report. 

Basis of Accounting 

MSF uses the accrual basis of accounting, as defined by generally accepted accounting principles, for 
its workers' compensation insurance operations. Under the accrual basis, MSF records revenues in 
the accounting period earned, if measurable, and records expenses in the period incurred, if 
measurable. 

Cash and Cash Equivalents 

Cash balances include demand deposits with the State Treasury. Cash equivalents are short-term, 
highly liquid investments that are both readily convertible to known amounts of cash and so near 

--- -- - 
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Montana State Fund 
(A Component Unit of the State of Montana) 

Notes to Financial Statements 
June 30,2005 and 2004 

their maturity that they present insignificant risk of changes in value because of changes in interest 
rates. MSF participates in the Montana Board of Investments Short Term Investment Pool (STIP). 
STIP balances are highly liquid investments with maturities of 397 days or less with the exception of 
securities having rate reset dates. There are no legal risks that the Montana Board of Investments 
(BOI) is aware of regarding any STIP investments. The STIP portfolio is carried at amortized cost or 
book value with market value approximating cost. MSF's STIP balance of $29.5M as of June 30, 
2005 represents 1.69% of the total STIP. The Old Fund STIP balance of $1 1.6.M as of June 30,2005 
represents 0.67% of the total STIP. MSF's STLP balance of $18.2M as of June 30,2004 represents 
1.23% ofthe total STTP. The Old Fund STIP balance of $3.7M as of June 30,2004 represents 0.25% 
of the total STIP. 

The STIP investments' credit risk is measured by investment grade ratings given individual 
securities. The B017s policy requires that STIP investments have the highest rating in the short-term 
category by one and/or any Nationally Recognized Statistical Rating Organizations (NRSRO). The 
four NRSR07s include Standard and Poor's, Moody's Investors Service, Fitch, Inc. and Dominion 
Bond Rating Service Ltd. 

Asset-backed securities constitute 71.72% of the BO17s total STIP portfolio as of June 30, 2005. 
Asset-backed securities have less credit risk than do securities not backed by pledged assets. Market 
risk for asset-backed securities is the same as market risk for similar non asset-backed securities. 
Asset-backed securities constitute 63.58% of the Board of lnvestmei~t's total STIP portfolio as of 
June 30,2004. 

Variable rate (floating rate) securities make up 24.16% of the BOI's total STIP portfolio as of ~ u n e  
30,2005. Variable rate securities make lip 34.12% oft l~e BOl's total STIP portfolio as of June 30, 
2004. While variable rate securities have credit risk identical to similar fixed rate securities, their 
market risk (income) is more sensitive to interest rate changes. However, the market risk 
(valuelprice) may be less volatile than fixed rate securities because their value will usuallyremain at 
or near par as a result of their interest rates being periodically reset to maintain a current market 
yield. 

Investments 

In addition to STIP investments, MSF invests in long-term securities with the BOI. Under the 
provisions of the state constitution, MSF7s invested assets are managed by the BOI. Securities are 
stated at fair value as defined and required by Governmental Accounting Standards Board (GASB) 
Statement Number 31, "Accounting and Financial Reporting for Certain Investments and for 
External Investment Pools". Premiums and discounts are amortized using the straight-line method 
over the life of the securities. Net unrealized gains or losses on securities are included in net income 
in accordance with GASB 3 1. 
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Montana State Fund 
(A Component Unit of the State of Montana) 

Notes to Financial Statements 
June 30,2005 and 2004 

Effective June 30,2005, the BOI implemented the provisions of Governmental Accounting 
Standards Board (GASB) Statement No. 40 "Deposit and Investment Risk Disclosures". The 
financial statement disclosures for the year ended June 30,2004 have been restated to compare 
with the financial statement disclosures for the year ended June 30,2005. The investment risk 
disclosures are described in the following paragraphs. 

Credit Risk 

Credit risk is defined as the risk that an issuer or other counterparty to an investment will not 
fulfill its obligation. With the exception of the U.S. government securities, the All Other Fund 
(AOF) fixed income instruments have credit risk as measured by major credit rating services. 
This risk is that the issuer of a fixed income security may default in making timely principal and 
interest payments. The Board of Investment's policy requires New Fund and Old Fund fixed 
income investments, at the time of purchase, to be rated an investment grade as defined by 
Moody's andfor Standard & Poor's (S&P) rating services. The U.S. government securities are 
guaranteed directly or indirectly by the U.S. govemment. Obligations of the U.S. government or 
obligations explicitly guaranteed by the U.S. government are not considered to have credit risk 
and do not require disclosure of credit quality. The credit ratings presented in the following table 
are provided by S& P's rating services. If anS!kP rating is not available, a Moody's rating has 
been used. 

Custodial Credit Risk 

Custodial credit risk for investments is the risk that, in the event of the failure of the counterparty 
to a transaction, a government will not be able to recover the value of the investment or collateral 
securities that are in the possession of an outside party. As of June 30,2005 and 2004, all the 
fixed income and other equity securities were registered in the nominee name for the Montana 
Board of Investments and held in the possession of the Board's custodial bank, State Street Bank. 
The Equity Index investment and State Street Bank repurchase agreement were purchased in the 
State of Montana Board of Investments name. 

Concentration of Credit Risk 

Concentration of credit risk is the risk of loss attributed to the magnitude of a government's 
investment in a single issuer. The New Fund Investment Policy, requires credit risk to be limited 
to 3 percent in any one name except AAA rated issues will be limited to 6% while the Old Fund 
investment policy statement does not address concentration of credit risk. The New Fund 
Investment Policy provides for "no limitation on U.S. government/agency securities". 
Investments issued or explicitly guaranteed by the U.S. govemment are excluded from the 
concentration of credit risk requirement. 

- 
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Montana State Fund 
(A Component Unit of the State of Montana) 

Notes to Financial Statements 
June 30,2005 and 2004 

For fiscal year 2005, New Fund had concentration of credit risk exposure to the Federal Home 
Loan Mortgage Corp of 5.43% and Federal National Mortgage Association of 11.75%. For fiscal 
year 2004, New Fund only had concentration of credit risk exposure of 10.74% to the Federal 
National Mortgage Association. 

For fiscal year 2005, Old Fund had concentration of credit risk exposure to the Federal Home 
Loan Mortgage Corp of 7.89% and Federal National Mortgage Association of 24.78%. For fiscal 
year 2004, New Fund had concentration of credit risk exposure to the Federal National Mortgage 
Association of 21.96% and JP Morgan Chase Commercial Mortgage of 6.56%. 

Interest Rate Risk 

Interest rate risk is the risk that changes in interest rates will adversely affect the fair value of an 
investment. The New Fund and Old Fund investment policies do not formally address interest 
rate risk. In accordance with GASB Statement No. 40, the Board has selected the effective 
duration method to disclose interest rate risk. This method, as provided by our custodial bank, is 
"An option-adjusted measure of a bond's (or portfolio's) sensitivity to changes in interest rates. 
Duration is calculated as the average percentage change in a bond's value (price plus accrued 
interest) under shifts of the Treasury curve plus/minus 100 basis points. The effective duration 
method incorporates the effect of the embedded options for bonds and changes in prepayments 
for mortgage-backed securities (including pass-throughs, Collateralized Mortgage Obligations 
(CMO's) and Adjustable Rate Mortgages (ARM'S))." 

As of June 30,2005, the New Fund and Old Fund portfolios did not hold any structured financial 
instruments known as REMICs (Real Estate Mortgage Investment Conduits). REMICs are pass- 
through vehicles for multiclass mortgage-backed securities. Strip investments represent the 
separate purchase of the principal and interest cash flows of a mortgage security. As of June 30, 
2004, the New Fund and the Old Fund portfolios held a REMIC with an amortized cost of 
$8,658,861 and $4,329,430, respectively, as reported in the U.S. government mortgage-backed 
category. This security paid off in March 2005. The REMIC securities are based on separate or 
combined cash flows from principal and interest payments on underlying mortgages. When 
underlying mortgages are prepaid, the interest cash flows are reduced while principal cash flows 
are increased. If homeowners pay on mortgages longer than anticipated, the cash flow effect 
would be the opposite. 

Corporate asset-backed securities are based on cash flows from principal and interest payments 
on underlying auto loan receivables, credit card receivables, and other assets. These securities, 
while sensitive to prepayments due to interest rate changes, have less credit risk than securities 
not backed by pledged assets. 

New Fund and Old Fund investments are categorized below to disclose credit and interest rate 
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Montana State Fund 
(A Component Unit of the State of Montana) 

Notes to Financial Statements 
June 30,2005 and 2004 

risk as of June 30,2005 and June 30,2004.  Credit risk reflects the bond quality rating, by 
investment type, as of the June 3 0  report date. If a bond investment type is unrated, the quality 
type is indicated by NR (not rated). Interest rate risk is disclosed using effective duration. Both 
the credit quality ratings and duration have been calculated excluding cash equivalents. 

Credit Quality Rating and Effective Duration as of June 30,2005 

Securitv Investment Tvve 

Corporate Bonds (Rated) 
U.S. Govt Direct-Backed 
U.S. Govt Indirect-Backed 
State Street Repo* (Rated) 
STIP (Unrated) 

Total Fixed Income Investments 

Direct Investments 
Equity Index Fund 

Credit 
Quality Effective 

Fair Value Rating Duration 

$ 299,185,736 A 4.84 
17,805,771 AAA 7.45 

259,195,259 AAA 3.67 
3,105,156 AA- NA 

29,462,578 NR NA 

608,754,500 

Total Investments $ 685.491.597 88= &B 

Securities Lending Collateral Investment Pool . $ 101,859,456 NR NA 

* At June 30,2005, the State Street Bank repurchase agreement was collateralized at $3,182,153 a Federal 
Home Loan Mortgage Corporation note maturing February 15,2006. 

Credit Quality Rating and Effective Duration as of June 30,2004 

Securitv Investment Tyve 

Corporate Bonds (Rated) 
U.S. Govt Direct-Backed 
U.S. Govt Indirect-Backed 
STIP (Unrated) 

Total Fixed Income Investments 

Direct Investments 
Equity Index Fund 

Total Investments 

Credit 
Quality Effective 

Fair Value Rating Duration 

$ 281,014,259 A 4.57 
33,858,050 AAA 4.48 

195,056,940 AAA 4.78 
18,207,649 NR NA 

528,136,898 

Securities Lending Collateral Investment Pool $ 141,060,425 NR NA 
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Montana State Fund 
(A Component Unit of the State of Montana) 

Notes to Financial Statements 
June 30,2005 and 2004 

Old Fund Credit Quality Rating and Effective Duration as of June 30,2005 

Credit 
Q-Y Effective 

Securitv Investment Tvpe Fair Value Rating Duration 

Corporate Bonds (Rated) 
U.S. Govt Direct-Backed 
U.S. Govt Indirect-Backed 
State Street Repo (Rated)* 
STIP (Unrated) 

$ 8,174,889 BBB+ 0.96 
15,927,393 AAA 2.04 
26,216,154 AAA 1.56 
1,035,052 AA- NA 

11,599,288 NR - NA 

Total Investments $ 62.952.776 A& L~!iz 

Securities Lending Collateral Investment Pool $ 17,768,750 NR NA 

* At June 30,2005, the State Street Bank repurchase agreement was collateralized at $1,060,718 by a 
Federal Home Loan Mortgage Corporation note maturing February 15,2006. 

Old Fund Credit Quality Rating and Effective Duration as of June 30,2004 

Securitv Investment Tvpe 

Corporate Bonds (Rated) 
U.S. Govt Direct-Backed 
U.S. Govt Indirect-Backed 
STIP (Unrated) 

Credit 
Quality Effective 

Fair Value Rating Duration 

$ 18,925,865 A+ 1.82 
28,653,821 AAA 4.29 
21,635,908 AAA 2.37 
3,682,851 NR NA - 

Total Investments $ 72.898.445 BBf. &a2 

Securities Lending Collateral Investment Pool $13.248.863 NR NA 

MSF investments are classified in risk Category 1 or as Not Categorized under State of Montana 
standards. Risk category 1 includes investments that are insured or registered, or securities held by 
the BOI or its agent in the BO17s name. Not Categorized includes investments held by broker- 
dealers under securities loans with cash collateral. 

Under the provisions of state statutes, the BOI has, by a Securities Lending Authorization 
Agreement, authorized the custodial bank, State Street Bank (SSB), to lend the BO17s securities to 
broker-dealers and other entities with a simultaneous agreement to return the collateral for the same 

- - - - -  
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Montana State Fund 
(A Component Unit of the State of Montana) 

Notes to Financial Statements 
June 30,2005 and 2004 

securities in the future. During the period the securities are on loan, the BOI receives a fee and the 
custodial bank must initially receive collateral equal to 102% of the fair value of the securities on 
loan and must maintain collateral equal to but not less than 100% of the fair value of the loaned 
security. The BOI retains all rights and risks of ownership during the loan period. 

The cash collateral received on each loan was invested, together with the cash collateral of other 
qualified plan lenders, in a collective investment pool, the Securities Lending Quality trust. The 
relationship between the average maturities of the investment pool and the BOI's loans was affected 
by the maturities of the loans made by other plan entities that invested cash collateral in the 
collective investment pool, which the BOI could not determine. On June 30, 2005 and June 30, 
2004, the BOI had no credit risk exposure to borrowers. 

The following table presei~ts the carrying and market values of tllc securities on loan and the total 
cash collateral held for fiscal years ended June 30,2005 and June 30,2004 for both MSF and the Old 
Fund: 

- - - - - - - 
/ ~ o t a l  Collateral - Held - $1 4 1 -- 

As of June 30, 2005, MSF and the Old Fwd investments illclude $1 15.2M and $17.2M 
respectively, in long-tenn securities on loan that eaned interest income d~uing the fiscal year of 
$2.4M and S455K respectively. 

As of June 30, 2004, MSF and the Old Fund investments include $134.8M and $14.1M 
respectively, in long-term securities on loan that earned interest income during the fiscal year of 
$939K and $1 19K respectively. 

In November 2000, the Montana Constitution was amended to allow investing in equity securities, 
with the restrictioil that equity securities cannot exceed 25% of total iilvestinent book value. 
However, in May 2003, the BOI approved a policy statement to keep equities in the 8% to 12% 
range. As of June 30,2005, equity securities in MSF include $68.4M at book value, enhanced by 
$8.3M in market value appreciation. As of June 30, 2004, equity securities in MSF include 
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Montana State Fund 
(A Component Unit of the State of Montana) 

Notes to Financial Statements 
June 30,2005 and 2004 

$68.4M at book value, ellha~~ced by $3.7M in market value appreciation. 

Additional investment information can be found in Note 2. 

Receivables 

At June 30, 2005, MSF's prelniu~n receivable balance is $5.3M, which is then reduced by 
estimated uncollectible receivables reported as an allowance for doubtful accounts of $726K 
leaving a net receivable balance of $4.6M. Other receivables include $8.2M in investment income 
due and $1 46K in notes and l o a ~ ~ s  receivable, of which $36K is long term. 

At June 30, 2004, MSF7s prenliwm receivable balance is $5.8M7 \\lIich is then reduced by 
estimated u~ncollectible receivables reported as an allowailce for doubtful1 accounts of $598K 
leaving a net I-eceivable of S5.2M. Other receivables include $7.5M in investment incon~e due and 
$142K in notes aiid loans receivable, of which S37K is long term. 

Accounts receivable in the Old Fund include medical overpayments and remaining receivables 
from the Old Fund Liability Tax collections. Net accounts receivable for year ended June 30,2005 
and June 30, 2004 were $51K and $64K, respectively. Estimated  collectible receivables are 
reported as an allowance for doubtful accounts. Interest receivable of S653K at June 30,2005 and 
$1 .OM at June 30,2004 represents investment income due. 

Equipment. Accumulated Depreciation and Intangible Assets 

Equipment is capitalized if the actual or estimated historical cost exceeds S5K. Depreciation 
expense is computed on a straight-line basis for equipment over a period of three to five years and 
amortization of intangible assets is cornputed on a straight-line basis over five years. Ainortization 
of intangible assets is applied directly to the asset balance. All fixed assets are recorded in the MSF 
financials. Because MSF administers the Old Fund, the Old Fund does not carry fixed assets. 

Other Assets 

Other assets include advances. prepaid expenses and deferred acquisition costs. Deferred 
acquisition cost are amounts incurred during the policy writing process that are recognized ratably 
over the related policy term. 

Estimated Claims Payable 

The estimated claims payable is established to provide for the estimated ultimate settlement cost 
of all claims incurred. Estimated claims payable is based on reported aggregate claim cost 



Montana State Fund 
(A Component Unit of the State of Montana) 

Notes to Financial Statements 
June 30,2005 and 2004 

estimates combined with estimates for future development of such claim costs and estimates of 
incurred but not reported (IBNR) claims. Tillinghast-Towers Penin, an external actuarial firm, 
prepares an actuarial study that provides a range of potential cost associated with reported claims, 
the fbture development of those claims and IBNR. MSF management has selected the best 
estimates within that range as the estimated claims payable for both MSF and Old Fund. For 
additional disclosure related to the estimated claims payable, refer to Note 4. . 

Accounts Payable 

Accounts payable is a short term liability account reflecting amounts owed for goods and services 
received by MSF. 

Deferred Revenue 

Deferred revenue reflects amounts received or billed ill advance, but not yet earned for policies 
effective July 1, 2005 or July 1, 2004. 

Property Held in Trust 

Property Held in Trust consists of security deposits owed to certain policyholders and the 
reinsurance funds withheld account, a requirement of MSF's aggregate stop loss reinsurance 
contract. Additional information regarding the funds withheld account can be found in Note 3. 

Net Assets 

Net assets consist of the net excess or deficit of assets over liabilities. For additional information 
on distributions impacting total net assets see Note 6. 

Premiums 

The MSF Board of Directors approves preiniuln rates annually. Generally, policies are effective 
for the tenn of the policy period not to exceed 1 2 months. Premium revenue is recogilized over the 
term of the fiscal year, which nlns from July 1 through June 30, as it is earned or when MSF is 
liable for coverage. 

Policyholders are contractually obligated to pay certain prelniuins to MSF in advance of the period 
the premiunls are earned. Premium advances are refundable when the policyholder's coverage is 
canceled and all earned premiums have been credited by MSF. 

Basis of Presentation 

- 
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The financial statements are presented in accordance with generally accepted accounting principles 
as prescribed by the Governmental Accounting Standards Board. MSF insurance operations are 
classified as an enterprise f h d ,  proprietary f h d  type. MSF comprises only a part of the State of 
Montana's enterprise funds. The financial statements in this report reflect the financial position 
and results of operations and cash flows of MSF and Old Fund, not the State of Montana. 

An enterprise f h d  is used to account for operations: (a) financed and operated in a manner similar 
to private business enterprises, where the legislature intends that the entity finance or recover costs 
primarily through user charges; (b) where the legislature has decided that periodic determination of 
revenues earned, expenses incurred or net income is appropriate; (c) where the activity is financed 
solely by a pledge of the net revenues fiom fees and charges of the activity; (d) when laws or 
regulations require that the activities' costs of providing services be recovered with fees and 
charges rather than with taxes or similar revenues. 

Investments are presented in accordance to GASB Statement Number 3 1, "Accounting and 
Financial Reporting for Certain Investments and External Investment Pools." STIP is considered 
an external investment pool, which is defined as an arrangement that pools the monies of more 
than one legally separate entity and invests, on the participant's behalf, in an investment portfolio. 
STIP is also classified as a "2a7-like" pool. A 2a7-like pool is an external investment pool that is 
not registered with the Securities and Exchange Commission (SEC) as an investment company, but 
has a policy that it will, and does, operate in a manner consistent with the SEC's Rule 2a7 of the 
Investment Company Act of 1940. If certain conditions are met, 2a7-like pools are allowed to use 
amortized cost rather than fair value to report net assets to compute unit values. The BOI has 
adopted a policy to treat STIP as a 2a7-like pool. See Note 1, Basis of Accounting - Investments 
and Note 2 for further discussions of the effect of GASB 3 1. 

2. Investments 

The amortized cost and market value of MSF's fixed maturity securities as of June 30,2005, and 
June 30,2003, are as follows: 

- - - -  
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' 26,134,547L 782,7101 Government Msage-Backed ss -- 01 2 6 , 9 1 7 ~ 4  -- 

Equity Securities --- 
STIP (reported -- as Cash & Cash 

Total ---- -- I $ 664,507,7471 $ 24,820,2131 $ 3,836,3631 $ 685,491,5971 

Total - 1 $ 586,125,7941 $ 19,651,8421 $ 5,502,3641 $ 600,275,2721 

The amortized cost and estimated market value of MSF's fixed maturity securities as of June 30, 
2005 and June 30,2004, are shown below at co~~tractual maturity. Expected lnaturities will differ 
from col~ttractual maturities because borrowers may have the right to call or prepay obligations with 
or without call or prepayment penalties. 

June 30,2005 
Amortized Cost 

Due one year or less $ 18,584,037 
Due after one year through five years 337,703,075 
Due after five years through ten years 172,312,177 
Due after ten years 67,50 1,78 1 
Equity Securities 68,406,676 

Total $ 664.507.746 

Market Value 
$ 18,737,683 

342,545,705 
177,837,490 
69,633,622 
76,737,097 

$ 685,491,597 
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June 30,2004 
Amortized Cost 

Due one year or less $ 44,573,096 
Due after one year through five years 147,503,678 
Due after five years through ten years 230,617,869 
Due after ten years 95,024,475 
Equity Securities 68,406,676 

Total 

Market Value 
$ 45,051,831 

152,273,132 
234,268,425 

96,543,5 10 
72,138,374 

During fiscal year ending June 30,2005, MSF realized gross gains from sales of securities of $1 .lM 
and gross realized losses of $77K. During fiscal year ending June 30,2004, MSF realized gross 
gains from sales of securities of $1.8M and gross realized losses of $742K. 

As discussed in Note 1, GASB 31 requires governmental entities to report their investments at 
fair value. Fair value is defined as the amount at which an investment could be exchanged in a 
current transaction between willing parties, other than in a forced or liquidation sale. The 
adjustment to fair value is reflected as an increase or decrease in investment income. During 
fiscal year 2005. investinent income for MSF reflects an increase of $6.8M duc to the unrealized 
gain on long-tenn investments. lnllestmellt incotne for fiscal year 2004 reflects a decrease of 
$1 1.6M due to the unrealized loss on long-term investments. 

The amortized cost and market value of the Old Fund fixed maturity securities as of June 30,2005 
and June 30,2004 are as follows: 

Mort~ge-Backed ... 2,415,662 " 1 ". 

Asset-Backed 1 ,  2,680,027 8570991 0 ".,." 

9,229,047 172,357 
10 ther Securities I 1 1 - I  

ash Equivalents) 12,634,340 1 0 0 1  12,634,3401 
- - -- -- ---- -- - - 

I $ 62,604,429 $ 750,677 $ 402,32 

--- - 
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Gross Unrealized I t -- -1 ----- 1 . __1 I ~ u n e  30,2004 l~mortized Cost I Gain k2L-A.-Market Value 1 

10 ther Colporate - - . Sec -" 

"." 

I Total - __*- - -1 $ 71,336,1691 $ 1,995,4841 $ 433,2081 $ 72,898,4451 

The amortized cost and market value of the Old Fund fixed maturity securities as of June 30,2005 
and June 30, 2004 are shown below at contractual maturity. Expected maturities will differ fiom 
contractual maturities because borrowers may have the right to call or prepay obligations with or 
without call or prepayment penalties. 

During the fiscal year ended June 30, 2005, the Old Fund realized $23K in gross gains fiom 
sales of securities and $25K in gross losses fiom sales of securities. During the fiscal year 
ended June 30,2004, the Old Fund realized $336K in gross gains from sales of securities. 
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During fiscal year 2005, the efl'ect of GASB 3 1 on Old Fund investment income was a decrease 
of $1.2M due to unx-ealized losses 011 its long-term portfolio. The effect of GASB 3 1 on Old 
Fund investment income for fiscal year 2004 was a decrease of $3.8M due to unrealized losses 
on its long-tenn portfolio. 

3. Reinsurance 

For the fiscal years ended June 30,2005 and June 30,2004, MSF ceded reinsurance to other 
reinsurance companies to limit the exposure arising from large losses. These arrangements 
consist of excess of loss contracts that protect against occurrences over stipulated amounts and 
an aggregate stop loss contract. The excess of loss contracts provide coverage of $95.OM for 
both fiscal years 2005 and 2004.. During fiscal years 2005 and 2004, MSF retained the first 
$5 .OM for the first layer of reinsurance coverage. Individual, per person coverage was provided 
up to $5.OM per any one individual loss for both fiscal years 2005 and 2004. 

The term of the current aggregate stop loss contract is July 1,2002 through June 30,2005. The 
contract provides coverage based on MSF's premium levels at $8.6M per year but not to exceed 
$21.OM in the aggregate over three years. In the event reinsurers are unable to meet their 
obligations under either the excess of loss contracts or aggregate stop loss contract, MSF would 
remain liable for all losses, as the reinsurance agreements do not discharge MSF from its 
primary liability to the policyholders. 

Premium revenue is reduced by premiums paid for reinsurance coverage of $6.8M and $6.6M 
in fiscal years 2005 and 2004, respectively. The aggregate stop loss contract requires that MSF 
maintain a h d s  withheld account which represents the basic premium portion of the total 
premium paid for aggregate stop loss coverage. The total h d s  withheld account at June 30, 
2005 is $7.8M. The finds withheld account at June 30,2004 was $4.8M. Interest must be 
accrued quarterly at an annual rate of 6.5% on the h d s  withheld account, resulting in accrued 
interest of $547K for fiscal year 2005 and $326K for fiscal year 2004. 

During fiscal years 2005 and 2004, estimated claim reserves were reduced $lO.OM for the 
amount of reinsurance estimated to be ultimately recoverable on incurred losses due to the 
Excessive Loss Reinsurance contract. In fiscal year 2005 estimated claim reserves were reduced 
by an additional $2.9M for the amount of reinsurance estimated to be ultimatelyrecoverable on 
incurred losses due to the Aggregate Stop Loss contract. 

MSF also has assumed reinsurance relationships with Argonaut Insurance Company, Fireman's 
Fund Insurance Company and Legion Insurance Company related to Other States Coverage 
(OSC). MSF assumes risk for OSC claims, which are then covered under MSF's ceded 
reinsurance contract. Assumed preiniuin for fiscal years 2005 and 2004 is $2.7M and $2.OM, 
respectively. The assumed liability for OSC claims is $2.4M for fiscal year 2005 and $ISM for 
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fiscal year 2004. 

4. Risk Management 

MSF provides liability coverage to employers for injured employees that are insured under the 
Workers' Compensation and Occupational Disease Acts of Montana. Workers' compensation 
claims occumng on or after July 1, 1990, are reported in the MSF. At June 30, 2005, 
approximately 27,527 active policies were insured by MSF. At June 30,2004, approximately 
26.963 active policies were insured by MSF. 

MSF is a self-supporting, competitive state fund and functions as the insurer of last resort. 
Workers' compensation insurance is mandatory in Montana. Employers may obtain coverage 
through private carriers, through MSF or through self-insurance if they meet certain criteria. 
Public entities may self-insure or insure through MSF. 

MSF serves as claim administrator on claims for injuries that occurred before July 1, 1990, 
known as the Old Fund. The Old Fund is considered a debt of the State of Montana and not 
MSF. Neither MSF or the Old Fund had significant reductions in insurance coverage from the 
prior year, nor any insurance settlements exceeding insurance coverage. Unpaid claims and 
claims adjustment expenses are estimated based on the ultimate cost of settling the claims 
including the effects of inflation and other social and economic factors. When MSF purchases 
annuity contracts, the claim is settled in full and on a final basis, and all liability of MSF is 
terminated. 

Tillinghast-Towers Perrin, an external actuarial firm, prepares an actuarial study used to 
estimate liabilities and the ultimate cost of settling claims reported but not settled and claims 
incurred but not reported (IBNR) for MSF as of June 30,2005 and Ju:ne 30, 2004. Because 
actual claim costs depend on such complex factors as inflation and changes in the law, claim 
liabilities are recomputed periodically using a variety of actuarial and statistical techniques to 
produce current estimates that reflect recent settlements, claim frequency, and other economic 
and social factors. A provision for inflation is implicit in the calculation of estimated future 
claim costs because reliance is placed both on actual historical data that reflects past inflation 
and on other factors that are considered to be appropriate modifiers of past experience. 

Tillinghast-Towers Perrin provides a range of potential costs associated with reported claims, 
the future development of those claims and IBNR. MSF management has selected the best 
estimate within that range as the estimated claims payable, consisting of unpaid claims and 
claim adjustment expenses, for fiscal years 2005 and 2004. The MSF estimated claims payable 
is presented at face value, net of estimated reinsurance recoverable, at $5 1 1.6M and $452. lM, as 
of June 30, 2005 and June 30, 2004, respectively. The estimated claims payable increased 
$59.5M from 2004 to 2005, which included reserve strengthening of approximately $1 5.2M on 
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prior year claims. MSF currently has no knowledge of any significant environmental or asbestos 
claims that would contribute to this estimate. 

State law requires MSF to set premiums at least annually at a level sufficient to ensure adequate 
funding of the insurance program during the period the rates will be in effect. Anticipated 
investment income is considered when computing premium rate levels. State law also requires 
the MSF Board of Directors to establish surplus above risk based capital requirements to secure 
MSF against risks inherent in the business of insurance. 

Acquisition costs represent costs associated with the acquisition of new insurance contracts or 
renewal of existing contracts and include agent commissions and expenses incurred in the 
underwriting process. MSF acquisition costs are capitalized and amortized ratably over the 
subsequent year. Capitalized acquisition costs at June 30,2005 and June 30,2004 are $1.3M 
and $1.1 M respectively. For the years ended June 30, 2005 and June 30, 2004, acquisition 
costs that were amortized are $1 . lM and $1.5M respectively. 

The Old Fund covers the liability and payment of workers' compensation claims for incidents 
occurring before July 1, 1990. Funding for claims payments was provided by Old Fund 
Liability Taxes (OFLT) which are no longer in effect. The only OFLT activity that remains is 
miscellaneous collections and adjustments. Old Fund investment earnings must fund h r e  
claims payments. 

An actuarial study prepared by Tillinghast-Towers Perrin for the Old Fund as of June 30,2005 
and June 30, 2004, is used to estimate liabilities and the ultimate cost of settling claims that 
have been reported, but not settled and claims that have been incurred, but not reported (IBNR). 
Tillinghast-Towers Perrin provides a range of potential cost associated with reported claims, the 
future development of those claims and IBNR. MSF management has selected the best estimate 
within that range as the estimated claims payable, consisting of unpaid claims and claim 
adjustment expenses, for fiscal years 2005 and 2004. As of June 30,2005, the undiscounted 
estimated claims payable is $1 04.9M and is presented at net present value of $79.1M discounted 
at a 5.0% rate. As of June 30,2004, the undiscounted estimated claims payable is $108.5M and 
is presented at net present value of $80.8M discounted at a 5.25% rate. 

Changes in Claims Liabilities for the Past Two Years 
The following table presents changes in the aggregate liabilities for MSF and the Old Fund for the 
past two years net of estimated reinsurance recoverable. The information presented has not been 
discounted. 

Page A 3 4  



Montana State Fund 
(A Component Unit of the State of Montana) 

Notes to Financial Statements 
June 30,2005 and 2004 

p i d  claims and expenses at begmning -- of year $452,115,000f $413,400,000~ 
I 

-- i 
-. .- ............. . 

for insured events of the current year -.-- 

a- 

"P-" 

I 
P ~ e n t s :  
FClaims and claim adjustment expenses attributable to insured events 

Clalrns and claim adjustment expenses attributable to insured events of PY I------ 1 ........... - " . . ----" 

Total payment 
P - M  - 

1 Total unpaid claims and claim adjustment expenses at end of the year 1 
-Wpm- - 511,557,000!, 

claims and claim adjustment expenses at beginning of year 113,180,563 
I 

-. i 

I 
t--'--."," .-" ----"-.-p---.-p--.,,m" -----..-.w., 

f 

11ncurred claims and claim adjustment expenses: 
/%;ion for insured events of the current vear - I 

(OLD FUND - undiscounted) I 

1 ,.- Increase(Decrease) in provision for e v e n t s x r i o r  .a"".- years 
Total incurred -. claims and claim adjustment expenses -- 1 

1 Total un~aid  claims and claim adiustment ex~enses  at end of the vear I 104.851.596 1 108.499.935 

I- 

- -- -- -- - 

Page A-35 

- 2005 1 2004 
i f 



Montana State Fund 
(A Component Unit of the State of Montana) 

Notes to Financial Statements 
June 30,2005 and 2004 

Risk Management Trend Information 

The following table illustrates how the earned revenues of MSF plus investment income compare 
to related costs of loss and other expenses assumed by MSF for fiscal years 1996 through 2005. 
In addition, cumulative amounts related to estimated and actual paid claims are presented. The 
information allows for comparison of actual and estimated claims and is a basis for developing 
revenue and claims information. As data for individual policy years mature, the correlation 
beween original estimates and re-estimated amounts is used to evaluate the accuracy of incurred 
claims currently recognized for less mature policy years. 
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5. Administrative Cost Allocation 

State law (Section 39-71-2352, MCA) requires MSF to separately determine and account for 
administrative expenses and benefit payments for claims for injuries resulting from accidents 
occurring before July 1,1990 (Old Fund) from those occurring on or after July 1,1990 (MSF). The 
law also limits annual administrative costs of claims associated with the Old Fund to $1.25M. MSF 
allocated $1.25M in administration costs to the Old Fund in each of fiscal years 2005 and 2004. 
The Old Fund has an $893K obligation to MSF in unrecovered administrative costs incurred in 
fiscal years 2004 and prior. MSF intends to recover this amount in future years where the cost of 
administering the Old Fund is less than the statutorily permitted $1.25M. 

6. MSF Distributions 

Dividends Paid to Policyholders 

During the fiscal years ended June 30, 2005 and June 30, 2004, the MSF Board of Directors 
authorized and paid dividends to policyholders for $5.OM for policy yeas 2003 and S1.9M for policy 
year 2002, respectively. 

Pavments from Old Fund to MSF and State of Montana 

House Bill Number 363 (HB 363), enacted by the 2003 Montana Legislature, changed existing law 
regulating the Old Fund transfer of surplus. HB 363 removed the 10% contingency reserve 
requirement for the Old Fund and transfers the reserve as well as any ren~aining availalde funds 
from Old Fund to the State of Montana General Fund. 

The transfer anouilt to the General Fund in fiscal yeas 2005 is $0 and for 2003 is $8 16K. Refer to 
Note 7 for additional information rcgardii~g HB 363. 

7. Old Fund Net Asset Position 

As of December 31, 1998, the Old Fund Liability Tax was terminated and a process was put in 
place to measure the status of the Old Fund's surplus level annually on a present value basis using a 
discount factor of 5.0% to determine compliance with state law requirements for maintaining fimd 
adequacy. 

Section 39-71-2352 (5), MCA, provided for the payment of excess fimds from the Old Fund to the 
State of Montana General Fund based on adequate fimding levels in the Old Fund. This law defined 
the term "adequately funded" to mean the present value of: 

a) the total cost of future benefits remaining to be paid; and, 
b) the cost of administering the claims; and, 
c) adjusted for any unrealized gains and losses. 
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As stated in Note 6, HB 363, enacted by the 2003 Montana Legislature, changed the law regulating 
the Old Fund transfer of surplus. HB 363 requires the transfer of any amounts above the amount of 
"adequately funded" to the State of Montana General Fund. In addition, future excess funds will 
continue to be transferred to the General Fund. 

As a result of HB 363, excess funds to be transferred to the General Fund as of June 30,2004 are 
$816K. There were no excess funds to transfer to the General Fund as of June 30,2005. In order 
to value liabilities consistently with investments, the estimated claims liability discount rate is 5.0% 
in 2005 and 5.25% in 2004. The Old Fund net asset level using a present value discount factor of 
5.0% is $(15.6M) as of June 30,2005. Using a present value discount factor of 5.25% as of June 
30,2004 the net asset level is $(7.4M). The negative fund balance for June 30,2005 is the direct 
result of the transfers made from the Old Fund to the General Fund mandated by HB 363. This does 
not indicate that the Old Fund does not have adequate financial resources to satisfy current claims 
obligations. Applying the current actuarially estimated payout pattern of the Old Fund there is 
sufficient invested assets to meet its obligations until the year 2014. At that time current law would 
require the General Fund to satisfy all outstanding claims when the Old Fund has liquidated all 
financial resources and cannot meet its obligations. 

8. Compensated Absences 

MSF supports two leave proganls, the State of Montana Leave Prograin and the MSF Persoilal 
Leave Program, impleinerlted in January 2002. The State of Moiltana Leave Prograin covers all 
union represented el~~ployees. Union represented employees accunlulate both anilual leave and sick 
leave and MSF pays employees 100% of unused an11~1al leave and 25% of unused sick leave upon 
termination. MSF also pays 100% of unused colnpellsatoly leave credits upon tenmination to 
noilexenlpt e~nployees. MSF Personal Leave Program covers all norl-union employees. Non-union 
employees accumulate personal leave and extended leave. MSF pays employees for 100% of 
unused personal leave upon termination but extended leave has no cash value at the time of 
termination. 

MSF absorbs expenditures for ternlii~ation pay in its annual operational costs. MSF inay allocate 
some of these costs to Old Fund as a portion of the Old Fund administrative cost allocation. The 
total leave liability for MSF and Old Fund is S1.8M and $0, respectively, for fiscal year 2005. The 
total leave liability for MSF and Old Fund is $1.7M and $OK. respectively for fiscal year 2004. 

9. Retirement Plans 

MSF and its employees contribute to the Public Employees Retirement System (PERS), which 
offers two types of retirement plans administered by the Public Employees' Retirement Board 
(PERB). The first plan is the Defined Benefit Retirement Plan (DBRP), a multiple-employer, cost- 
sharing plan that provides retirement, disability and death benefits to plan members and their 
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beneficiaries. Benefits are based on eligibility, years of service and highest average compensation. 
Vesting occurs once membership service totals five years. Benefits are established by state law and 
can only be amended by the legislature. 

The second plan is the Defined Contribution Retirement Plan (DCRP), created by the 1999 
legislature and available to all active PERS members effective July 1,2002. This plan is a multiple- 
employer, cost-sharing plan that also provides retirement, disability and death benefits to plan 
members and their beneficiaries. Benefits are based on the balance in the member's account, which 
includes the total contributions made, the length of time the funds have remained in the plan, the 
investment earnings less administrative costs. 

Eligible PERS 111embers choose to participate in either the DBRP or DCRP but ]nay not be active 
men.~bers of both plans. MSF and its einployees are required to contribute 6.9% of annual 
compensation in fiscal years 2005 and 2004. MSF's contributions a~noi~nted to SS67K for fiscal 
year 2005 and S830K for fiscal year 2004. MSF and its employees paid one hundred percent of 
required contributions to PERS and there is no unpaid liability as of June 30,2005. 

The PERS financial infoimation is reported in the Public Enlployees' Retirement Board 
Corrpvchensivc Anrizial Firlaricinl Report for the fiscal year-end. It is available from PERB at 100 
North Park Ax~enue, Suite 220, P. 0. Box 20013 1, Helena, MT 59620-01 31,406 444-3 154. 

MSF and its e~nployees are eligible to participate in the Slate of Montana Deferred Compensation 
Plan (457 plan) administered by the PERB. The Deferred Conlpensation plan is a voluntary, t ~ x -  
defetred retirement plan designed as a supplement to other retirement plans. Under the plan, 
eligible employees elect to defer a portion of their salary until future time periods. MSF incurs no 
costs for this plan. 

10. Building 

The 1981 Legislalure appropriated funds for the construction of a workers' compensation building. 
As of July 1.1990, MSF transferred the value of the building fi-om its records to the Dcpal-tment of 
Administration, which owns most other state buildings and charges agencies rent for their use. 
Under an agreement, which expires on July 3 I ,  2007, MSF pays all costs associated with the 
building, including utilities, property taxes, janitorial services, and maintenance in lieu of paying 
rent. 
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11. Contingencies 

Murer, d al v. Montana State Compensation Mutual Insurance Fund, d aL, WCC No. 9206-6487, 
involves the 1987 legislature's capping of workers' compensation benefits ($299.00 a week for total 
benefits and $149.50 a week for partial benefits) for injuries occurring during the period July 1, 1987 
through June 30,1989. The 1989 legislature reenacted those caps for the period July 1,1989 through June 
30,1991 for injuries occurring between July 1,1989 and June 30,1991. 

The Montana Supreme Court found that these caps should have expired on June 30,1989 for injuries 
occurring between July 1,1987 and June 30,1989 and should have expired on June 30,1991 for injuries 
occurring between July 1,1989 and June 30,1991. 

The Montana Supreme Court determined a "common fund" had been created.* As a result, the Montana 
State Fund, under Workers' Compensation Court direction, performed a review of approximately 7500 
claims. Those claims qualifjrlng are paid 85% of the increased rate, with 15% paid to the claimant 
attorney. The current benefit costs and fees in Murer total approximately $2.0 million. The cost impact 
has been paid or is included in Montana State Fund's loss reserves. The review and payment process is 
almost complete. This case will not be reported in future years due to the nearly completed process. 

* The common h d  doctrine was first addressed for workers compensation 
claims in Murer v. State Compensation Mutual Ins. Fund, 283 Mont. 210,223, 
942 P.2d 69,76 (1997), as follows: 
When a party, through active litigation, creates a common h d  which directly 
benefits an ascertainable class of non-participating beneficiaries, those non- 
participating beneficiaries can be required to bear a portion of the litigation costs, 
including reasonable attorney fees. Accordingly, the party who creates the 
common h d  is entitled, pursuant to the common fund doctrine, to 
reimbursement of his or her reasonable attorney fees fi-om that fund. 

Stavenjord v. State Compensation Insurance Fund. The first Stavenjord decision was issued by the 
Workers' Compensation Court on May 22,2001. It addressed the issue of whether the failure of the 
Occupational Disease Act (ODA) to provide PPD (permanent partial disability) benefits equivalent 
to the benefits provided in the Montana WCA (workers' compensation act) violates the claimant's 
right to equal protection of the law. Relying on the Henry case (previous case from the Supreme 
Court finding that vocational rehabilitation benefits must also be paid under the ODA), the court held 
that MCA $39-72-405 is unconstitutional as applied to Debra Stavenjord. "Where PPD benefits 
calculated pursuant to the WCA are greater than the benefits available to a claimant under the ODA, 
constitutional equal protection guarantees require that benefits be computed and paid in accordance 
with the WCA. The claimant in this case is entitled to $27,027 under the WCA, versus $10,000 



Montana State Fund 
(A Component Unit of the State of Montana) 

Notes to Financial Statements 
June 30,2005 and 2004 

under the ODA." The Montana Supreme Court affirmed the case on April 1,2003. On August 27, 
2004 the Workers Compensation Court held that Stavenjord is retroactive to June 3,1999 (the date 
of the Henry decision). The Court held that a common fund is created for claimants reaching 
Maximum Medical Improvement on or after June 3,1999. The cost of retroactively paying benefits 
for claims in the period of June 3, 1999 through May 21,2001, is estimated at $2.2 million and is 
recorded in the loss reserves of the financial statements. There is no impact on the Old Fund liability 
with this ruling. This decision has been appealed to the Montana Supreme Court. Should the 
ultimate decision of the Montana Supreme Court be to create a common fund and apply the decision 
retroactively to 1987, the cost is estimated at $1 4 to $19 million dollars for the Montana State Fund 
(New Fund- for claims on or after July 1, 1990). Should the ultimate decision of the Montana 
Supreme Court be to apply the decision retroactively to 1987, the impact on the Old Fund liability 
for claims that occurred before July 1, 1990 is estimated at $5 to $7 million. Final disposition is 
unknown at this time. The outcome of a ruling reversing the Workers' Compensation Court by the 
Montana Supreme Court that would increase MSF and state of Montana liability is reasonably 
possible. Actual cost impact should the Montana Supreme Court reverse the Workers' 
Compensation Court ruling is unknown. 

Schmill v. Liberty Northwest Insurance, 2003 MT 80, decided April 10,2003 by the Montana 
Supreme Court held as follows, "We conclude that the ODA and the WCA treat similarly situated 
classes of workers differently. Furthermore, apportioning Schrnill's permanent impairment award 
for her occupational disease pursuant to $ 39-72-706, MCA, of the ODA while providing full 
benefits for injured workers pursuant to the WCA is not rationally related to a legitimate 
governmental interest. Therefore, we conclude that $39-72-706, MCA, violates the equal protection 
guarantee found at Article 11, Section 4 of the Montana Constitution. The judgment of the Workers' 
Compensation Court is affirmed." The Workers' Compensation Court determined that a common 
fund existed and the case was retroactive to July 1, 1987. This decision was affirmed on appeal to 
the Montana Supreme Court. The June 7,2005 decision of the Montana Supreme Court created a 
common fund and applied the decision retroactively. The cost is estimated to be $1.4 to $1.9 million 
dollars for MSF. The decision of the Montana Supreme Court is estimated to impact the Old Fund 
liability in the amount of $800,000 for claims that occurred before July 1,1990. This was not a case 
against the Montana State Fund, but the holding of this decision applies to Montana State Fund and 
the Old Fund. Implementation of the common fund has begun under the direction of the Workers' 
Compensation Court. This case has been recorded in loss reserves. 

Satterlee v. Lumberman's Mutual Casualty Company et aL, WCC No. 2003-0840, was filed 
before the Workers' Compensation Court on July 18,2003. The Satterlee vs. Lumberman's 
Mutual Casualty Company case challenges the constitutionality of state statute, (39-7 1-7 10, 
MCA) passed by the Montana Legislature in 1981. That statute authorizes termination of 
permanent total disability benefits and rehabilitation benefits when a claimant receives or 
becomes eligible to receive full Social Security retirement benefits or an alternative to that plan. 
Should the statute be found to be unconstitutional as applied to permanent total benefits, 
Satterlee, et al. request payment of lifetime permanent total disability benefits. In addition, the 
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petition requests certification of this case as a class action or the establishment of a common fund 
for similarly situated claimants. Petitioners filed a motion and brief for summary judgment on 
the constitutional issue. The Worker's Compensation Court provided an opportunity for any 
workers' compensation insurer to intervene until June 6,2005. Briefing is to be completed by 
September 15,2005, and oral argument is set for October 7,2005. Should 39-71-71 0, MCA 
ultimately be held to be unconstitutional as applied to permanent total disability benefits by the 
Workers' Compensation Court andlor the Montana Supreme Court, and also found to apply 
retroactively, the cost impact has been estimated for non-settled claims arising on or after July 1, 
1990 through December 22,2004 at $135 million to $186 million. The estimated cost of 
retroactively applying the decision to the Old Fund, for non-settled permanent total disability 
claims that occurred before July 1, 1990 is $93 million to $1 16 million. The potential for liability 
for MSF and the State of Montana is reasonably possible. Actual cost impact is unknown. 

Reesor v. Montana State Fund, 2004 MT 370. Reesor was receiving social security retirement 
benefits at the time he suffered an industrial accident. He received an impairment award but was 
denied other permanent partial disability (PPD) benefits pursuant to section 39-71 -7 10, MCA, which 
provides that persons who are receiving social security benefits or are eligible for full social security 
retirement benefits are ineligible for PPD benefits other than an impairment award. Reesor 
challenged the constitutionality of section 39-7 1-7 10, MCA, on equal protection grounds and sought 
full PPD benefits. On July 26,2003, the Workers' Compensation Court found 39-71 -71 0, MCA, to 
be constitutional. Reesor appealed to the Montana Supreme Court, where on December 22,2004, 
the Court held that limiting Reesor's permanent partial benefit pursuant to 39-71-710, MCA, 
violated the Equal Protection Clause of the Montana Constitution. MSF has estimated the cost of 
benefits associated with a retroactive application of Reesor. MSF's estimate did not include claims 
with entitlement dates occurring on or after July 1,1991 through June 30,1995 because the Russette 
decision appears to make Reesor inapplicable during that timeframe. Excluding the Russette 
t i m e h e ,  for claims arising on or after July 1, 1990 through December 22,2004, the increase in 
benefit costs for MSF is estimated at $2.0 million. For claims arising on or after July 1,1987 through 
June 30,1990, the retroactive application of Reesor will result in an estimated benefit cost increase 
of $1.0 million for the Old Fund. The potential for the litigation to create a liability for MSF and the 
state of Montana is reasonably possible. Actual cost impact should decision be applied retroactively 
is unknown. 
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October 24,2005 

Mr. Scott A. Seacat 
Legislative Audit Division 
Room 160, State Capitol 
Helena, MT 59620- 1705 

Dear Mr. Seacat: 

Montana State Fund (MSF) appreciates the efficient and professional approach of the 
audit staff involved in this review of our governmental financial statements. Once again, 
we are pleased with your issuance of an unqualified opinion without any audit 
recommendations on the financial statements we have presented. 

The management and staff of MSF are very proud of our accomplishments in serving 
Montana businesses. We continually strive to improve our operations to ensure Montana 
businesses and the community will continue to benefit from a strong Montana State Fund 
many years into the hture. 

Sincerely, 
1 /' d d y v  aurence Hubbard 

Montana's imurance carrier of choice and industry leader in service 
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